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THE CALIFORNIA ECONOMIC OUTLOOK: AN IMPROVED POWER 
SITUATION HAS NOT OFFSET WEAKER FUNDAMENTALS AND THE 
UNCERTAINTY OF TERRORISM 

Tom K. Lieser, Director of 
UCLA Anderson Business Forecast 


National Recession + Global Slowdown + Electricity Bills + Terrorism 
= California Recession 

The UCLA Anderson Forecast for California has been revised in significant ways during 
the past quarter, and even more importantly, since the last long-term projection appeared in 
California Policy Options 2001 . This forecast sees greater weakness from the national recession 
and the global slump, but less coming from the electricity situation, which threatened the state's 
economy in 2001. The state's electricity problem is now in the process of being converted from a 
short-term crisis into a longer-term vexation which will nag us with a combination of higher 
energy prices, shakier public credit, bankrupt utilities, and fewer choices in how state revenues 
will be expended. 

This chapter, completed during early September, does not incorporate specific 
assumptions regarding the state or national impact of the September 11, 2001 terrorist events. In 
the near term, there is evidence of specific industry shocks to revenues and employment in such 
sectors as transportation services, aircraft manufacturing, tourism and recreation services, and 
hospitality services. Some of these losses would have occurred as a result of the recession, which 
was already underway; others are attributable to terrorism. 

Due to the nationwide scope of the economic damages, consisting of lost employment 
and output, a large federal package of fiscal stimulus measures is being implemented. It is not yet 
clear what will be the overall impact on both the timing and the magnitude of output and 
employment. While we remain convinced that recession will not be avoided, there is still a good 
chance that it will be relatively short for the nation and for California. But the range of 
uncertainty has been much expanded by the war on terrorism. 

The Power Crisis Will Be Costly, but The Lights Will Stay On 

It now appears that the state has escaped a severe economic impact of power shortages 
during 2001. Summer 2001 weather in California was unexpectedly mild. Electricity rate 
increases that took effect have been accompanied by conservation which exceeded most 
expectations. The state's economy weakened significantly, further reducing demand for 
electricity. The supply situation has been improved by the addition of new generating capacity. 
Changes at the Federal Energy Regulatory Commission (FERC) have worked in California's 
favor. 


There will be an adequate supply of power, albeit a more expensive one, for California's 
tepid economy. The costs imposed on ratepayers by the state's Public Utilities Commission will 
reduce economic growth from what it otherwise would have been. These costs will total billions 
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of dollars annually, and will significantly reduce consumer and business spending for other 
goods and services. 

Weak Global Economy Produces Deeper Slump in Demand for IT Equipment 

California's high dependence on information technology became apparent by the second 
quarter of 2001. Exports from the state showed a significant decline in computer and electronic 
products that paralleled the decline in domestic sales as well as widespread layoffs in the IT 
sector of California's economy. Only mainland China remained as a fast-growing export market, 
and that nation accounted for only about 4% of California's exports of goods. 

Although the weakness in Asia in 2001 was not as serious as in the 1997-1998 Asian 
financial crisis, it is part of a widening problem of global weakness that involves nearly all of the 
industrial nations. This weakness awaits the revival of major nations such as the United States, 
Germany, and dare we say, Japan. This turnaround will not happen quickly, but the process 
could begin with the revival of the United States in 2002. 

Short-Term Industry and Macroeconomic Impacts 

The UCLA Anderson Forecast continues to predict a recession for the nation and for 
California. Both personal income and gross state product show multi-quarter periods of decline 
through 2001. The duration of the downturn is likely to be short; growth could resume by mid 
2002, strengthening in the second half of the year. After adjustment for inflation, personal 
income is expected to decline by -0.4% in 2002, and then to rise by 2.7% in 2003. The California 
unemployment rate, 4.9% in mid-2001, is expected to average 6.0% in 2002 and 2003, about the 
same as the national jobless rate during that period. 

The service sector of California's economy experienced a substantial slowdown, showing 
only slight employment growth in 2001. The main change has been in the business services, 
which in 2001 showed the first decline in employment since 1981-1982 (and a period of no 
growth in 1990-1991). Many failed dot.com companies and their software providers were 
included in this category. An additional factor has been the slowdown in hiring of temporary 
workers, who are also included in business services. Nonetheless, predicted job growth for 
business services is 2.1% in 2002, and 4.6% in 2003. 

Entertainment did not have a good year in the job market in 2001. The best news for the 
motion picture industry was the favorable resolution of labor-management issues which might 
have produced costly strikes. Industry hiring in California was weak in 2001. A resumption of 
employment growth in California is predicted for 2002 and 2003. The other major entertainment 
sector, amusements and recreation services, slowed due to weaker tourist expenditures, 
particularly in the San Francisco region and in Anaheim. But, we are predicting growth of 
amusements jobs of about 2% per annum in 2002-2003. 

Net new jobs in construction slowed to about zero during the spring and summer months 
of 2001. A major drop in nonresidential building appeared to be the major cause of the hiring 
slowdown, although residential building permits also weakened, principally in the Bay Area. We 
believe that nonresidential building will take several years to revive, but that California housing 
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is still in short supply, which will support a continued increase in construction jobs beyond 2001. 
Forecasted employment gains are 1.9% for 2002, and 3.6% for 2003. 

As is true for the nation, California's prospects for avoiding recession in 2001 and 2002 
could rest with consumer spending. In 2001, the results were not encouraging. Taxable sales 
were down in real terms. New auto registrations in California were also down, and job growth at 
retail establishments was sluggish. An improved outlook for consumer spending in 2002 and 
2003 is reflected in forecast real growth of 1.0% and 2.9% for taxable sales in those years. 

The Long-Term California Forecast: 

Housing Affordability Has Worsened, and Will Restrain Future Growth 

The accompanying series of charts illustrates our current forecast compared with the 
outlook of UCLA's Anderson Forecast (referred to as the "old" forecast) that appeared in 
California Policy Options 2001 . Although the actual projections extend to 2020 and beyond, the 
charts have been truncated at 2010, since the projections follow trend values from that date 
onward. The long-term projections are summarized in Appendix Tables 1 and 2. 

Until 2000, California experienced an unusual housing boom: weak production. Most of 
the preconditions for a boom were met: rapid growth in population, employment, incomes, and 
wealth (at least through the beginning of 2000), combined with low mortgage rates, willing 
lenders, and rising prices. What was missing was strong housing production, and this relative 
lack of new supply maintained an existing scarcity of affordable housing. In the summer of 2001, 
the median price of an existing single-family home in California was nearly 80% above the 
national median. 

There was no lack of housing supply in the single-family market. But it consisted 
primarily of the resale of existing homes rather than new production. During 1996-2000, the 
average number of new and existing single family homes sold in California was about 5% larger 
than it was during the second half of the 1980s, which was a true housing boom. However, if 
multi-family units are added to the mix, the 1996-2000 "supply" of housing was 17% less, while 
employment (a rough measure of effective demand) rose more than 18% during the late 1980's - 
the comparison period. 
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Chart 1: California Residential Building Permits: 

Old Forecast vs. Current Revision 

(Thous. New Housing Units/Year) 



— Current “ - Old Forecast 


The Meyers Group, in its publication U.S. Housing Markets dated August 6, 2001, noted 
that eight metropolitan areas of the nation exceeded the 10,000-unit single family permit level 
during the first half of 2001. This was not cause for celebration in California. The Riverside-San 
Bernardino metro area ranked only eighth. The top seven markets were Atlanta, Phoenix, 
Washington, D.C., Chicago, Dallas, Houston, and Las Vegas. Los Angeles ranked only fifth in 
multi-family permits, just behind Las Vegas. 

In the short term, limited production of new housing leads to higher prices and rents, as 
well as increased housing "congestion" (persons per dwelling unit). In the longer term, 
adjustments may consist of a slowdown of net migration to California. There is a view among 
some demographers that such an adjustment has begun. Among the more surprising results of the 
2000 Census released to date include data showing increased dispersion of the nation's Hispanic 
population since 1990, with larger-than-expected concentrations in places like Chicago and 
Atlanta. It is thought that some of these flows may reflect migration of Hispanic Californians of 
modest means seeking better jobs and affordable housing elsewhere in the United States. 

As the real economy weakened in 2001, the Federal Reserve Board's interest rate cuts 
helped to boost residential construction in California to the highest level in a decade, which 
remained inadequate in terms of population pressures on the existing housing stock. Given the 
high price of housing (primarily land values) in California, and the well-documented obstacles to 
new residential development in the state, it is unlikely that new construction will rise much 
above current levels in the foreseeable future. This is part of the rationale for lowering the long¬ 
term population projection for the state, particularly the increase from net migration. 
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Chart 2: California Net Migration: 
. Old Forecast vs. Current Revision 

(Thous. People) 



Population and Net Migration 

Population growth will average 1.4% per year from 2000-2020, compared with 1.2% 
during the period of 1990-2000, a decade in which California experienced net out-migration 
during the four years 1993 through 1996. These projections result in a 2020 California 
population of 45.6 million, which is 1.8 million less than last year's projection. The difference 
between the two projections is almost all due to lower projected net in-migration. 

As shown in the Chart 2, data revisions recently published by the state Department of 
Finance show that California net migration, including both domestic and international 
components, was much more negative during the period of 1993-1996, and weaker during 1997- 
1998, than estimated earlier. The revised recent history was the basis for a weaker projection of 
net migration for the period of 2001-2020, averaging about 200,000 annually from 2001-2010, 
and 215,000 from 2010-2020. And the weaker trend of net migration to California largely 
accounts for slower population growth of 1.4% from 2001-2020, compared with 1.6% in the old 
forecast. 

Employment and Unemployment 

Nonfarm employment growth from 2000-2020 is 1.8% per year, down 0.2% from the old 
forecast, consistent with the lower growth trend in population and net migration. Similar growth 
will be shown by household employment. 
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Chart 3: California Nonfarm Employment: 
Old Forecast vs. Current Revision 

(Millions of Jobs) 



^"Current "" Old Forecast 


Employment growth in this projection is already showing a slower pace than in the old 
forecast, with a recession developing in the period beginning in the second half of 2001. The 
slower job growth is particularly concentrated in the services, which account for nearly three- 
fourths of the overall revision in the forecast for nonfarm employment. The recession beginning 
in 2001 in California was centered in the information technology sector (primarily service- 
producing rather than goods-producing), which accounted for much of the downward revision in 
jobs through its impact on related industries. If that seems difficult to grasp, consider the 
following: dot.coms are (were) primarily service providers, with average annual compensation 
per employee of nearly $100,000. 

Given a weaker predicted growth of employment in current long-term projections, the 
jobless rate will remain above 5% through 2020. This result is not simply due to arithmetic 
(labor force grows faster than employment, therefore the unemployment rate must increase), but 
also reflects a more cautious attitude toward the economy's capacity to maintain full employment 
(of say, 5%) with moderate inflation. Again, the dot.coms have played a role in our thinking. 













Chart 4: California Unemployment Rate: 
Old Forecast vs. Current Revision 

(Percent) 



"“Current "" Old Forecast 


Personal Income and Taxable Sales 

The period 2001-2005 will likely show lower growth rates of personal income than the 
old forecast. This performance reflects lower job growth and significantly less importance of 
incentive compensation (stock options and bonuses) than in recent years. Real taxable sales in 
California declined in 2001 and will experience only a modest gain in 2002, the result of both 
weak job gains and a negative wealth effect on consumer spending. Some rebound is projected as 
the state's economy gains strength, particularly in 2005 and beyond. 

Conclusion 

The California economy was already in difficulty before the terrorist attacks of 
September 11, 2001. But these attacks have increased uncertainty and added to short-term 
economic weakness. California's housing constraint also was a problem before the attacks. And it 
remains as a limiting factor- along with high electricity costs- on long-term state economic 
growth. 
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Appendix Table 1. Summary of the UCLA Forecast for California: History 


Personal Income, Taxable Sales, and Price Inflation (%Change) 


Employment and Labor Force (Household Survey, % Change) 






























Appendix Table 2. Summary of the UCLA Forecast for California: Projections- 
continued 



Employment and Labor Force (Household Survey, % Change) 



Nonfarm Employment (Payroll Survey, 



Nonfarm Employment (Payroll Survey, Thous.) 

























